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NOTES

Unless otherwise indicated, all years referred to in this report are fiscal years.
Numbers in the text and tables may not add up to totals because of rounding.

In Chapter 3, savings for most of the nondefense discretionary spending options are estimated in two
ways: relative to the freeze variation of the Congressional Budget Office’s baseline, referred to as
WODI (without discretionary inflation), and relative to the inflation-adjusted version, or WIDI (with
discretionary inflation). Savings for most of the defense options are estimated relative to program
levels that are assumed to be roughly the same under WODI or WIDI.




Preface

and Senate Committees on the Budget—is intended to help inform policymakers about

options for the federal budget. The report has two main components. First, it discusses
some major proposals to increase spending or cut taxes that have been prompted by the emergence
of large budget surpluses. Second, it presents some 250 specific policy options to reduce spending
or increase revenues in a wide variety of programs; those options could be used to offset the cost of
new initiatives, maintain budgetary discipline, reorder priorities, or accomplish other goals.

This volume—part of the Congressional Budget Office's (CBO's) annpailtr® the House

The broad proposals and specific policy options come from many sources. In keeping with
CBO's mandate to provide objective and impartial analysis, the discussion of each proposal or
option presents the cases for and against it. The inclusion or exclusion of a particular proposal or
option does not represent an endorsement or rejection by CBO. As a nonpartisan Congressional
staff agency, CBO does not make recommendations about policy.

The report begins with an introduction that discusses the debate over surpluses and explains
how to use the proposals and options. Part One of the volume examines a range of major policy
initiatives for increasing spending (Chapter 1) or cutting taxes (Chapter 2) that have been promi-
nent in the public debate. Part Two summarizes around 190 specific options for reducing spending
(Chapter 3) and about 60 specific options for increasing revenues (Chapter 4). The spending
options in Chapter 3 are organized by the functional categories of the budget—national defense;
international affairs; general science, space, and technology; and so on. Each functional category
is introduced by a page of background data and information about recent trends within that func-
tion. The report concludes with an appendix listing the scorekeeping guidelines used to enforce the
discretionary spending limits and pay-as-you-go requirement of the Budget Enforcement Act of
1990 (as amended).

All divisions of the Congressional Budget Office contributed to this report, which was coordi-
nated by Arlene Holen. Sandy Davis wrote the introduction. Chapter 1 was prepared by the Health
and Human Resources Division, under the direction of Joseph Antos, Sandra Christensen, Ralph
Smith, and Bruce Vavrichek. Chapter 2 was prepared by Roberton Williams, G. Thomas Wood-
ward, and Richard Kasten. The spending options in Chapter 3 were coordinated by David H.
Moore, R. Mark Musell, R. William Thomas, and Bruce Vavrichek. The revenue options in
Chapter 4 were coordinated by Roberton Williams. Budget authority and outlay estimates were
coordinated by Tom B. Bradley, Kim P. Cawley, Paul R. Cullinan, and Michael A. Miller. The
background pages for each function were prepared by R. Mark Musell and Peter H. Fontaine. The
staff of the Joint Committee on Taxation prepared most of the revenue estimates. Laurie Brown
designed the interactive version of the report, with technical support from Frank Gibbs.

Sherry Snyder supervised the editing of the report, and Kathryn Quattrone supervised produc-
tion. Major portions were edited by Sherry Snyder, Leadvdde, and Chtisn Spoor. The
authors owe thanks to Cynthia Cleveland, Sharon Corbin-Jallow, Judith Cromwell, Denise Jordan,
Angela Z. McCollough, Ronald Moore, L. Rae Roy, and Simone Thomas, who typed the early
drafts. Kathryn Quattrone and SharGorbin-Jllow prepared the report for publication, and
Laurie Brown prepared the electronic versions for CBO’s World Wide Web site. Barry Anderson
designed the cover.

Dan L. Crippen
Director
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Introduction

fronts a fiscal environment that has changed

dramatically in a short period of time. For
nearly three decades, lawmakers fought persistent defi-
cits. Over the past three years, those deficits have dis-
appeared and been replaced with large and growing
surpluses. The surprising speed with which those sur-
pluses have emerged—and the bright budget and eco-
nomic outlook under which they are projected to grow
—has caused a major shift in the public and political
debate over federal budget policy.

n s the 21st century begins, the Congress con-

The budget debate is no longer dominated by ini-
tiatives to reduce the deficit; it is now focused on vari-
ous alternatives for using projected surpluses. In gen-
eral, that debate involves the extent to which projected
surpluses should be devoted to paying down public
debt or used to increase spending and lower taxes.
Many lawmakers have concluded that any spending
increases or tax cuts should not exceed the amount of
projected on-budget surpluses—that is, excluding the
portion of the surplus attributable to Social Security
(which accounts for nearly all off-budget spending and
revenues). Social Security surpluses would be used to
reduce public debt.

Yet the recent turnaround in federal fiscal for-
tunes remains uncertain. The budget projections gen-
erally do not show large on-budget surpluses until
later years, when the current outlook is the most un-

sure. Those surpluses are also based in part on as-

sumptions about future levels of total discretionary
spending that may be difficult to attdirA significant

1. Discretionary spending is provided anew each yeappmopiation
acts. It accounts for about one-third of total spending. The remaining
two-thirds, known as mandatory (or direct) spending, is controlled by
other laws that generally are permanent.

downturn in the economy, or other unforeseen events,
could further reduce or even eliminate surpluses and
drive the budget back into defiéit.

Limiting the cost of new policy initiatives to the
amount of on-budget surpluses may prove difficult.
The major policy initiatives to increase spending or
lower taxes that have been most actively debated
would involve significant sums of money. Even rela-
tively modest spending increases or tax cuts could
substantially reduce projected surpluses.

If the fiscal outlook remains bright and surpluses
are realized as projected, lawmakers will still face
budgetary choices and trade-offs and may decide to
reorder federal budgetary priorities. No amount of
budget surplus justifies waste and inefficiency. Citi-
zens should expect value for their tax dollar and a tax
burden that is not excessive.

In this fiscal environment, it is useful for law-
makers to be informed about the range of major bud-
get options and choices that they now face. Accord-
ingly, this volume has two broad purposes. Part One
illustrates the possible scope and effect of some of the
broad policy proposals to increase spending or cut
taxes that are now being offered and vigorously de-
bated. Part Two provides specific policy options that
lawmakers may adopt to help offset the cost of those
new initiatives, maintain budgetary discipline, or re-
order priorities.

2. Forfurther discussion about the uncertainty of budget projections, see
Congressional Budget Officdhe Budget and Economic Outlook:
Fiscal Years 2001-201@anuary 2000), Chapter 5.



2 BUDGET OPTIONS

March 2000

The Changing Fiscal
Environment

The Congressional Budget Office (CBO) estimates
that fiscal year 2000 will mark the first time since the
mid-1920s that the federal government will record
growing total budget surpluses for three consecutive
years. The total surplus for 2000, estimated at about
$180 billion, would be the largest in history in nominal

at the lower end ($0.8 trillion over 10 years) assume
that discretionary spending grows at an average an-
nual rate of 2.7 percent. All surplus projections as-
sume no changes in mandatory spending or tax laws,
which means in part that some tax breaks that are rou-
tinely extended are assumed to expire. Revenues are
projected to remain near historically high levels over
the next 10 years, averaging just below 20 percent of
GDP each year.

CBO'’s budget projections are based on economic

dollars and the largest since 1951 as a percentage of forecasts that could turn out worse than expected and

gross domestic product (GDP).

CBO projects that under current policies and as-
sumptions about the economy, total budget surpluses
will grow dramatically over the coming decade and
will total between $3.1 trillion and $4.2 trillion, de-
pending on assumptions about the path of discretion-
ary spending (see Table® Between 2007 and 2009,
those surpluses would be large enough to pay off all
publicly held federal debt that is available for redemp-
tion.* CBO’s projections also include growing on-
budget surpluses that total between $0.8 trillion and
$1.9 trillion over the next 10 years. The off-budget
surpluses of the Social Security trust funds are pro-
jected to total about $2.3 trillion during that period.

The projected on-budget surpluses assume
spending restraint as well as high levels of tax re-
ceipts. Surpluses at the higher end of the range ($1.9
trillion over 10 years) assume that the statutory limits
on discretionary spending are adhered to through
2002—which has not been the case for the past two
years—or that discretionary spending is frozen at the
current level with no adjustment for inflation (a cutin
real resources of over 20 percent by 2010). Surpluses

3.  Because discretionary spending is provided anew each year (and for
other reasons), projecting its possible future path is more difficult than
projecting mandatory spending and tax receipts, for which permanent
laws generally are in place. CBO'’s current projections include three
variations for discretionary spending—levels adjusted for inflation
after 2000, levels frozen at the total enacted for 2000, and levels equal
to CBO's estimates of the statutory limits on discretionary spending for
2001 and 2002 and adjusted for inflation thereafter. See CBO’s re-
port The Budget and Economic Outlogp. 2-5.

4. Ibid., Table 1-5. Paying off available public debt does not mean that
there will be no federal debt in circulation. For example, some out-
standing debt with longer maturities will not be available for redemp-
tion during the 2001-2010 period. For further discussion,Téee
Budget and Economic Outloog. 19.

on budget policies that are likely to change. Alterna-
tive economic assumptions that are also reasonable
would produce surpluses that differ from CBO’s pro-
jections by hundreds of billions of dollars a year sev-
eral years from now. Substantial spending increases
or tax cuts, in the absence of offsetting savings, would
further erode those surpluses. Such changes could
also make it more difficult to continue paying down
federal debt and to comply with current budget en-
forcement procedures.

Paying Down Debt

Reducing federal debt increases national saving and
thereby promotes the economic growth that will be
needed to help meet the long-term budgetary chal-
lenges facing the nation. Surpluses that are lower than
the levels assumed in CBO's baseline variations would
make it harder to deal with those long-term budgetary
problems.

Despite the favorable budget outlook over the
next decade, budgetary pressures linked to the aging of
the baby-boom generation loom just beyond that 10-
year horizon. For example, about 3.4 workers are
now paying taxes to support each Social Security ben-
eficiary. In 2030, that ratio will drop to about 2 work-
ers for each beneficiary and is expected to decline fur-
ther after 2030. Those and other, related trends could
drive the budget back into deficit after 2010 and lead
to serious fiscal problems in the future. The timing
and magnitude of those long-term fiscal pressures are

5. Seel999 Annual Report of the Board of Trustees of the Federal
Old-Age and Survivors Insurance and Disability Insurance Trust
Funds(March 30, 1999),Table 1I.F19.
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Table 1.
The Budget Outlook Under Current Policies (By fiscal year, in billions of dollars)
Total,
Actual 2001-
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2010
Discretionary Spending Grows at the Rate of Inflation After 2000
On-Budget Surplus 1 23 11 26 31 37 43 86 115 131 162 195 838
Off-Budget Surplus 124 153 166 182 195 209 225 239 254 268 281 295 2314
Total Surplus 124 176 177 209 227 246 268 325 368 399 444 489 3,152
Discretionary Spending Is Frozen at the Level Enacted for 2000
On-Budget Surplus 1 23 22 50 76 102 129 194 245 288 346 407 1,858
Off-Budget Surplus 124 153 166 182 196 209 226 240 255 269 282 296 2,320
Total Surplus 124 176 188 232 271 312 355 434 500 556 628 703 4,179
Discretionary Spending Equals CBO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter
On-Budget Surplus 1 23 69 112 126 136 151 199 231 258 298 339 1918
Off-Budget Surplus 124 153 166 182 195 209 225 239 254 268 281 295 2314
Total Surplus 124 176 235 294 321 345 376 438 485 526 579 633 4,232

SOURCE: Congressional Budget Office.

also linked to how lawmakers respond to projected
surpluses.

Saving the surplus by paying off debt does not
come without costs. Government debt, which would
be essentially eliminated with currently projected sur-
pluses, may serve a special function in the economy by
providing an asset free of default risk. The loss of
such an asset could increase costs for some financial
intermediaries and could impose a burden on private
investors. Yet despite those concerns, saving the sur-
plus would yield significant benefits. The main gains
from higher national saving would be a modestly
higher level of income and wealth over the next 10
years and a larger stock of capital and wealth, all of
which would help finance the coming costs of the baby

6.  For a discussion of the long-term budgetank] see Congressional
Budget Office,The Long-Term Budget Outlook: An Updébecem-
ber 14, 1999), available at www.chov.

boomers' retirement consumption and health care cov-

erage. The effects of saving the surplus depend on the
balance between those current costs and future bene-
fits.

Complying with Budget Enforcement
Procedures

The Budget Enforcement Act of 1990 established lim-
its on total discretionary spending and a pay-as-you-go
(PAYGO) requirement for new legislation affecting
mandatory spending or revenues. Under those proce-
dures, legislation that would increase baseline deficits
or lower baseline surpluses generally must be offset.
The discretionary spending limits and PAYGO re-
guirement, which were extended most recently in the
Balanced Budget Act of 1997, are scheduled to expire
after 2002.
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For fiscal years 1999 and 2000, lawmakers have
enacted total appropriations well in excess of the caps
that were setin 1997. For example, they have enacted
record amounts of emergency appropriations—about
$30 billion each year—for which the caps are adjusted
automatically. Because emergency spending, advance
appropriations, and other devices have been used to
enact higher levels of discretionary spending, many
lawmakers question whether the caps are still an effec-
tive budgetary discipline. For example, CBO esti-
mates that discretionary outlays for 2000 exceed the
outlay caps for 2001 by about $25 billibrthe CBO
baseline variation that projects total discretionary
spending at capped levels implies deep cuts in current
discretionary spending programs.

Some lawmakers are proposing that a portion of
the projected on-budget surpluses be used to increase
the current caps and to set new caps for future years.
For example, the President has proposed in his fiscal
year 2001 budget to increase the current caps and set
new caps through 20f0.Regardless of whether or
how the discretionary caps are revised, proposals that
would produce budgetary savings are still likely to be
needed to meet those caps or to hold discretionary
spending within any of the three alternative versions of
CBO'’s baseline. In particular, proposals to substan-
tially increase funding for high-priority discretionary
programs, such as education and defense, may have to
be offset with savings elsewhere in the budget.

Reordering Priorities and Improving
Federal Programs

Budgeting involves making choices among competing
priorities. Although large surpluses may widen the
policy options available to lawmakers, they do not by
themselves justify more resources for federal pro-
grams or other activities that are ineffective, ineffi-
cient, or unnecessary. For example, under GPRA (the
Government Performance and Results Act of 1993),
federal agencies must now report on their strategic

7. Congressional Budget OfficBequestration Preview Report for Fis-
cal Year 200X February 4, 2000), p. 5.

8. See, for exampldBudget of the United States Government, Fiscal
Year 2001: Analytical Perspectivgs 286.

goals and program performance as part of the Presi-
dent’s budget. Lawmakers may use that information
to help reorder priorities and improve federal pro-
grams.

Options to cut spending may also help achieve
policy or programmatic goals for which enacting sav-
ings is not the only or even the primary concern. For
example, some options in this volume could be used to
reduce the size of government, limit its rate of growth,
or scale back activities for which a federal role is
guestioned. Other options would enable lawmakers to
eliminate programs that may have outlived their use-
fulness, may have achieved the purposes for which
they were created, or might be better performed out-
side the federal government.

Using This Volume

Part One of this volume provides background on and a
general discussion of a range of major policy initia-
tives for increasing spending or cutting taxes that have
been considered by lawmakers and that have been
prominent in the public debate. Part Two summarizes
specific options for reducing spending or increasing
revenues. A companion CBO volume discusses op-
tions to increase funding for defense programs. That
report also includes the options for defense savings
that appear in Part Two of this volume.

Part One

The set of proposals outlined in Part One is not com-
prehensive. Rather, it includes major proposals that
have been actively debated and that would signifi-
cantly change federal spending or taxes and be rela-
tively complicated to carry out. Proposals for increas-
ing spending, which are discussed in Chapter 1, in-
clude expanding and reforming Medicare, subsidizing
the purchase of health insurance for people under age
65, increasing the adequacy of financing for long-term
care services, and expanding federal funding for all
levels of education. The chapter also discusses ways
to increase retirement income and maintain adequate
financing for Social Security. Proposals for cutting
taxes, which are discussed in Chapter 2, include
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broad-based reductions; more narrowly focused cuts
intended to reduce existing disincentives or to create or
strengthen incentives affecting work, saving, and mar-
riage; and changes that would simplify the tax system
or encourage greater compliance.

Part One provides background and perspective
on the various proposals, evaluates their possible
scope and effect, and indicates the magnitude of possi-
ble budgetary effects. Unlike Part Two, which pres-
ents specific options, Part One does not include de-
tailed cost estimates. Instead, itis intended to provide
context for lawmakers and others as the budget debate
proceeds.

Part Two

Part Two presents specific spending and revenue op-
tions (in Chapters 3 and 4, respectively) that would
produce budgetary savings. Spending options are cat-
egorized according to the functional categories of the
budget—national defense (050), international affairs
(150), general science, space, antinetogy (250),

and so on. Each spending option is further identified
as affecting either mandatory or discretionary spend-
ing. For each function, an introductory page provides
summary information and data for the past 10 years
on overall trends in mandatory and discretionary
spending within that function.

The options are numbered individually and in-
clude, where appropriate, references to related options
in the volume and to relevant CBO publications.
Spending options are nhumbered beginning with the
number for the functional category within which they
are grouped. For example, defense spending options
are numbered 050-01, 050-02, and so on. Closely
related options are grouped together under a single
number, with individual options identified by a letter
suffix. (For example, 050-01-A and 050-01-B both
cut strategic nuclear force levels.)

For each option, the volume provides some gen-
eral background, discusses the pros and cons of the
proposal, and estimates the annual budgetary savings
(that is, the cut in spending or the increase in reve-
nues) for the 2001-2005 period. Cumulative savings

are summed both for that five-year period and for the
10-year period that ends in 2010.

The projected savings for mandatory spending
and revenue options are computed from baseline levels
estimated to occur under current [AwSavings for
discretionary spending options are calculated fromtwo
baseline levels: the level appropriated for 2000 (the
so-called freeze level) and the 2000 level adjusted for
inflation. Savings for most defense options are esti-
mated relative to program levels that are assumed to
be roughly the same under the freeze or the inflation-
adjusted baseline variation. Therefore, only one set of
savings estimates appears with each defense option.

In the nondefense spending options, the freeze
variation is referred to as WODI (without discretion-
ary inflation) and the inflation-adjusted version as
WIDI (with discretionary inflation). The narrative
discussion of each option uses the savings from the
freeze (WODI) level as the basis for analysis. New or
increased fees may be classified as offsets to spending
(offsetting receipts or collections) or as new revenues
(governmental receiptsy.

The Interactive Volume

An interactive version of this volume is available on
CBO’s Web site (www.cbo.gov) in HTML. That ver-
sion allows users to search the specific spending and
revenue options in Part Two in four ways, singly or in
combination:

9.  For cost estimates of legislation that amends the Internal Revenue
Code, CBO is required by law to use estimates provided by the Joint
Committee on Taxation. JCT estimated the increased revenue that
would be collected as a result of all but two of the options in Chapter 4
(REV-18 and REV-19). CBO prepared the estimates for those two
options. In addition, the estimated reductions in revenue proposals
described in Chapter 2 were developed by CBO and should be viewed
as approximate.

10. The term “user fee” is not a formal budget category. It is an informal
term that generally refers to collections from individuals or entities
that benefit from or are regulated by some federal program, and the
collections are used solely to support that program. In general, if the
fee supports a business-type activity, it is classified as an offset to
spending. Ifitis based on the government’s sovereign power to tax, it
is classified as arevenue. User fees classified as spending offsets may
be further classified as either mandatory or discretionary, depending
generally on the type of spending legislation in which the fee is in-
cluded.
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0 By type of option (spending—by budget func-
tion—or revenue),

o

By spending category (discretionary or manda-
tory),

0 By agency (the federal agency whose programs
would be affected by the option), and

o By word or phrase.

For example, a user could search for all options re-
lated to natural resources and the environment (budget
function 300) that affect discretionary spending; all
options that would produce savings in mandatory
spending within the Department of Health and Human
Services; all options that deal with submarines; or all
options that eliminate something (a program, some
kind of assistance, or some other key factor).

Exclusions and Limitations

The broad budgetary proposals and specific options
discussed in this volume stem from various sources.
They are derived from legislative proposals, the Presi-
dent’s budget, past CBO options volumes, Congres-
sional and CBO staff, other government entities, and
private groups. The proposals and options are in-
tended to reflect a range of possibilities; they are nei-
ther ranked nor comprehensive. The inclusion or ex-
clusion of a particular proposal or option does not rep-
resent an endorsement or rejection by CBO. As a non-
partisan Congressional staff agency, CBO does not
make policy recommendations.

The specific options in Chapters 3 and 4 exclude
policy changes that are not counted under the Budget
Enforcement Act (BEA). For example, options that
would affect off-budget programs (Social Security and
the Postal Service), fully fund existing commitments
for depositinsurance, or provide for the sale of federal
assets that result in net costs to the federal government
are not included®

11. The Balanced Budget Act of 1997 (BBA) changed the treatment of
asset sales under the Budget Enforcement Act. Previously, asset sales

were not counted for any purpose under the BEA. Guidelines for cal-

The savings options are also intended to facilitate
the case-by-case review of individual programs. They
therefore exclude certain types of governmentwide op-
tions that would produce savings in many programs or
agencies. Such options would, for example, freeze
spending across the board, eliminate an entire depart-
ment or major agency, or make an across-the-board
cut in federal salaries. Savings for such options can-
not always be reliably estimated because the options
may affect numerous programs and may simply result
in a shift in spending among programs or accounts.
Moreover, such options cut effective and ineffective
programs alike.

Some of the options affecting states, localities, or
the private sector may involve federal mandates. The
Unfunded Mandates Reform Act of 1995 establishes
procedures that are intended to control such mandates.
It also requires CBO to estimate the costs to states and
localities of any mandates imposed by new legislation
that the Congress is considering. Individual optionsin
this volume do not include estimates of any potential
mandates.

The calculations of savings for individual options
do not include savings in federal interest costs. Inter-
est savings are typically estimated as part of a com-
prehensive budget plan, such as the Congressional
budget resolution, but such adjustments are usually
not made for individual options of the type discussed
in this volume.

Subsequent CBO cost estimates, which generally
accompany any bill reported by a Congressional com-
mittee, may not match the savings estimates shown in
this report. The policy proposals on which the cost
estimates are based may differ slightly from the speci-
fications used in developing the options. Further, the
budget baseline estimates or levels against which the
proposals ultimately are measured may have been up-
dated and thus would differ from those used here.

culating the net cost of an asset sale are included in the BEA
scorekeeping guidelines set forth most recently in the BBA conference
report; see U.S. House of RepresentatiBedanced Budget Act of
1997 conference report to accompany H.R. 2015, Report 105-217
(July 30, 1997), p. 1012.
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Scorekeeping Guidelines

The Budget Enforcement Act included scorekeeping
guidelines to ensure that the budgetary effects of legis-
lation are measured consistently and in accord with
standard conventions. Those guidelines are revised
and updated periodically and were printed most re-
cently in the conference report accompanying the Bal-
anced Budget Act of 1997. (The scorekeeping guide-
lines are reprinted in the appendix of this volume.)
Among other things, they specify how to score asset

sales and lease purchases and how to treat legislation
that crosses between the discretionary spending and
PAYGO enforcement categories.

The guidelines, however, are subject to interpre-
tation, and CBO and the Office of Management and
Budget (OMB) sometimes view them differently.
Those differing interpretations may affect how certain
options are counted under BEA procedures. OMB
estimates are final for the purpose of BEA enforce-
ment. CBO estimates are advisory under the BEA but
generally are used in the Congressional budget pro-
cess.
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Chapter One

Expanding the Scope
of Federal Activities

costs of undertaking new federal initiatives or
xpanding the scope of current programs. They

also review existing spending and revenue options.
With the recent dramatic change in the fiscal outlook
—from projections of persistent deficits to ones of
large and growing surpluses—policymakers are now
considering more ambitious initiatives than they may
have in the past. Some of the proposals that have been
widely discussed would greatly expand federal activi-
ties, affecting millions of people and costing billions of
dollars. Other proposals, though more modest, could
also have a significant impact on the economy and
society in general.

Eery year, policymakers weigh the benefits and

This chapter analyzes some general themes for
expanding the scope of federal activities that have re-
ceived considerable public attention in recent months.
Those themes include:

o0 Expanding Medicare benefits while ensuring the
long-term financial health of the program;

0 Increasing income for the elderly and preserving
Social Security for future generations;

o0 Raising the number of people who have health
insurance coverage;

o Improving the financing of long-term care ser-
vices for the elderly; and

o0 Expanding federal support for education at all

levels, from preschool through college.

The discussion in this chapter is intended to pro-
vide a broad perspective on several issues, including
the nature of the policy problem, the extent of current
federal programs, and the approaches that have been
proposed to expand federal funding or involvement.
Because the number of specific options that have been
proposed is large, the chapter does not reflect a com-
prehensive set of proposals. Nor does this chapter
provide detailed cost estimates; instead, it discusses
the principles and major factors that would influence
the costs of any specific proposal.

The inclusion or exclusion of a particular pro-
posal does not imply an endorsement or rejection of
that proposal by the Congressional Budget Office. As
a nonpatisan Congressional staff agency, CBO does
not make policy recommendations.

Medicare

Medicare, which is the second largest entitlement pro-
gram after Social Security, provides health insurance
coverage to people who are aged or disabled. In 2000,
the federal government will spend about $220 billion
to finance the health care of 39 million beneficiaries.
Medicare spending has grown dramatically since the
program began more than three decades ago, and that
growth has been of increasing concern to policy-
makers. Between 1975 and 1995, Medicare spending
grew faster than the economy, rising from 1.1 percent
of gross domestic product to a 2.6 percent share.
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Following years of rapid growth, spending for
Medicare has slowed considerably in the past few
years. Indeed, spending was actually lower in fiscal
year 1999 than in 1998. Likely reasons for the slow-
down include the cost-reducing provisions of the Bal-
anced Budget Act of 1997 and the reactions of provid-
ers to enhanced federal efforts to combat billing errors
and fraud. Although the slowdown is a temporary
phenomenon, projected baseline spending (net of pre-
mium receipts) for Medicare in fiscal year 2000 is
now $5.5 billion, or 2.7 percent, below the levels that
CBO projected as recently as last summer.

The good fiscal news has not been limited to
Medicare. According to current projections, the fed-
eral budget will have a surplus in each year of the 10-
year budget window. If discretionary spending in-
creases at the rate of inflation, the on-budget sur-
pluses, which exclude Social Security and the Postal
Service, are projected to total more than $800 billion
over the 2001-2010 period.

Those fiscal developments have led to a greater
focus on proposals to expand Medicare benefits, par-
ticularly to add coverage for outpatient prescription
drugs and limit out-of-pocket expenses for beneficia-
ries. Medicare beneficiaries often incur substantial
costs for prescription drugs, and many of them have
little or no insurance protecti. Moreover, unlike
typical private insurance plans, Medicare does not cap
beneficiaries’ cost-sharing liabilities, leaving them
without financial protection against high costs for ser-
vices that the program covers.

Last year, the Bipartisan Commission on the Fu-
ture of Medicare considered a number of ways to ad-
dress those two deficiencies, although it reached no
agreement on recommendations. The President has
proposed a new prescription drug benefit for Medi-
care, as have several Members of Congress, and
others have developed alternative proposals to have
the program provide a more comprehensive set of ben-
efits.

Concerns have been raised, however, that pro-
posals to expand Medicare benefits could exacerbate
the program’s long-term financing problem. The lead-
ing edge of the baby-boom population will become
eligible for Medicare in 2011, and program costs are
certain to increase rapidly thereafter under current

law. Demand for Medicare services will grow dramat-
ically over the next few decades, while the number of
people in the labor force will grow much more slowly.
Between 2000 and 2030, for example, the number of
Medicare beneficiaries will almost double, compared
with an expected increase of about 13 percent in the
number of workers paying payroll taxes. For that rea-
son, some fundamental reform of Medicare’s financing
may be necessary whether benefits are expanded or
not. One such reform is the premium-support pro-
posal that members of the Bipartisan Commission de-
veloped last year.

Expanding Benefits

Compared with the typical health insurance plan of-
fered by employers, Medicare’s benefit package is lim-
ited in important ways. The program covers basic
services—hospital stays, postacute care, physicians’
services, and other outpatient care—but it does not
cover other services that are important in the treatment
of disease. Perhaps the most notable omission is cov-
erage for outpatient prescription drugs, which repre-
sent a significant expense for many beneficiaries. In
1996, over 10 percent of the cost of health services for
noninstitutionalized Medicare beneficiaries, or about
$25 billion, was spending on prescription drugs. Al-
most half of that cost was paid for out of pocket rather
than through some type of insurance coverage.

Beneficiaries are potentially liable for significant
costs even for the services covered by Medicare. For
example, beneficiaries must pay a deductible equal to
$776 in 2000 for an inpatient hospital stay, and hospi-
tal stays of more than 60 days require a substantial
copayment. Care in skilled nursing facilities is also
subject to substantial copayments after the first 20
days. Most outpatient services are subject to a $100
annual deductible, after which the patient is responsi-
ble for 20 percent of covered expenses (plus any addi-
tional amount that the physician is allowed to charge).

In part because Medicare leaves beneficiaries at
risk for very large out-of-pocket costs, most benefici-
aries seek some kind of supplementary coverage
through employment-sponsored retiree health plans,
private medigap plans, health maintenance organiza-
tions (HMOs), or Medicaid (for those whose income



CHAPTER ONE

EXPANDING THE SCOPE OF FEDERAL ACTIVITIES 13

and assets are low enough to qualify). But such a
patchwork arrangement generates a number of prob-
lems. First, it leaves unprotected a group of people
who do not qualify for Medicaid or coverage under a
retiree health plan and who cannot afford a private
supplement. Second, the coverage available from pri-
vate supplements is eroding. The share of employers
offering health coverage to their retirees has been de-
clining in recent years, and the supplementary benefits
offered by HMOs are also being cut back in response
to lower payment rates from Medicare. Further, be-
cause most medigap plans do not offer coverage for
drugs, those that do so experience adverse selection
(attracting enrollees who are more costly than aver-
age), resulting in such high premiums that few medi-
gap enrollees purchase those plans. Third, the costs of
administering insurance supplements are high because
of the need to market to individuals and to coordinate
benefit payments with Medicare.

Making Medicare’s coverage more comprehen-
sive would reduce or eliminate the need for private
insurance supplements, but it would also mean that
some of the costs now paid by beneficiaries, their em-
ployers, or state Medicaid agencies would be paid by
Medicare. Expanding Medicare's benefits would also
probably slow the shift of enrollment from Medicare’s
fee-for-service sector to risk-based Medicare+Choice
plans because those plans are currently one low-cost
way in which enrollees can supplement Medicare’s
coverage. It might also accelerate the decline in
employer-sponsored retiree health benefits.

Covering Prescription Drugs The President has
proposed adding a drug benefit to Medicare. In the
proposal first presented last summer (and included in
the President’s fiscal year 2001 budget), the benefit
would be offered under a new Medicare program—
Part D. The new program would pay 50 percent of
enrollees’ total drug costs, up to a maximum annual
benefit that would eventually reach $2,500. People
enrolling in Part D would pay a premium set to cover
half of Medicare’s cost for the new benefit.

The value of the Part D benefit would depend on
how much an enrollee spent on prescription drugs.
For example, someone whose total drug spending was
$5,000 when the program was fully phased in would
pay $2,500, and the program would pay the remain-
der. Enrollees whose total drug spending exceeded

$5,000 would pay all of the costs above that amount.
Last year, CBO estimated that the President’s pre-
scription drug proposal would add about $7 billion to

Medicare’s net costs in 2002, its initial year of opera-
tion. Annual costs of the drug proposal would in-

crease to $26 billion in fiscal year 2009.

Because benefits would be paid from the first
dollar of an enrollee’s spending on drugs, the Presi-
dent’s proposal would provide some benefit to nearly
85 percent of Medicare beneficiaries if all of them
chose to enroll. However, because benefits paid to
any given enrollee would be capped, Part D would
leave those with the largest drug expenditures—about
20 percent of enrollees—unprotected once they spent
$5,000. Although the cap on benefits would enable
Medicare to better control costs for Part D, it would
also limit the protection enrollees would have from
large out-of-pocket costs.

Part D enrollees could be offered betterinsurance
protection, but that would impose greater financial
risks for Medicare. One option would provide fewer
benefits to enrollees whose drug costs were low and
greater protection to those whose costs were high. For
example, a deductible could be required for enrollees’
drug costs, but the benefit cap could also be eliminated
so that Part D would pay 50 percent of all drug costs
above the deductible. The deductible would have to be
quite large, however, for that option to have federal
costs that were no greater than those of the President’s
proposal.

A 50 percent coinsurance rate would give en-
rollees in Part D a strong incentive to be price-con-
scious. Other, more generous options could weaken
that sensitivity to drug prices, which might loosen
whatever pricing restraints drug manufacturers now
face; if so, that could substantially increase federal
costs for the new benefit. An example of such an op-
tion would be one that eliminated any further cost
sharing for enrollees who spent more than a specific
amount during the year.

1.  See the statement of Dan L. Crippen, Director, Congressional Budget
Office, before the Senate Committee on Finance, July 22, 1999. The
President's 2001 budget includes a prescription drug benefit that
would begin in 2003, a year later than previously proposed.
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Although competition among manufacturers
might hold down prices for drugs that have generic
equivalents or therapeutic substitutes, many new and
unique drugs are patented and are protected from such
competition. The price of those drugs could rise
sharply if Medicare offered an unrestricted drug bene-
fit. Inthat case, new mechanisms might ultimately be
needed to control program costs. Such mechanisms
might include giving administrators the power to deny
coverage of some new drugs if they were too expen-
sive or limiting the prices that drug manufacturers ini-
tially charge for new drugs.

Capping Cost-Sharing Requirements Medicare
provides substantial protection for millions of benefi-
ciaries against the cost of health care services. Butthe
insurance protection Medicare now provides against
high out-of-pocket costs could be significantly im-
proved if its cost-sharing requirements for currently
covered services were limited to a maximum annual
amount for each enrollee. Such stop-loss protection is
typical in private insurance plans.

Adding stop-loss protection would increase
Medicare’s costs unless other aspects of the program
were modified. Forexample, if enrollees’ cost-sharing
expenses were capped at $2,000 in 2001 with no other
changes in current law, Medicare’s net costs for the
year would be about 6 percent higher. One option to
limit costs would be to increase the cost-sharing re-
guirements that Medicare beneficiaries would pay un-
til they met an annual cap on those expenses. Com-
bining the new stop-loss protection with the cost-shar-
ing requirements described in Chapter 3 in option
570-13-A, for instance, would lower Medicare spend-
ing by about 1 percentin 2001. That alternative might
be unpopular, though, because 70 percent of all bene-
ficiaries would face somewhat higher cost-sharing ex-
penses whereas only 10 percent would have their cost-
sharing expenses fall because of the stop-loss protec-
tion.

Long-Term Reform

A booming economy and the prospect of large federal
budget surpluses, in part because of the recent slow-
down in Medicare spending, have given policymakers
confidence that the program will be adequately fi-

nanced over the next decade. But over the long term,
Medicare spending will grow much faster than the rest
of the economy.

Medicare costs will increase dramatically after
2010, when the first of the baby boomers reach age
65. The number of beneficiaries will double over the
next 30 years, and the growth rate of costs per benefi-
ciary witnessed in the past may well accelerate with
the aging of the Medicare population and continuing
improvements in medical practice and technology.

If a balance between spending pressures and rev-
enues is to be maintained in the long term, policy ac-
tions must be taken. Those actions might include op-
tions to increase premium revenues, change eligibility
conditions to reduce the number of beneficiaries, or
reduce costs per beneficiary. Near-term examples for
each of those approaches are discussed in Chapter 3.
This section discusses more fundamental long-term
reform of the Medicare program.

The most direct way to maintain the balance be-
tween Medicare spending and federal revenues would
be to move from the current defined benefit program,
which mandates a broad set of benefits and provides
unlimited federal contributions, to a defined contribu-
tion approach. Such a plan would limit the federal
contribution to Medicare, allowing that contribution to
grow at some rate that could be sustained in the long
run (such as the growth rate of the overall economy).
If the total cost of Medicare-covered services grew
faster than the federal contribution, those additional
costs would be borne by beneficiaries rather than by
taxpayers.

Since beneficiaries typically are not working and
have limited income, a defined contribution approach
would sharply limit the financing available for health
care. Unless other program changes were instituted
thatincreased the efficiency of Medicare providers and
thus slowed the growth in costs, some beneficiaries
could ultimately have difficulty paying for basic Medi-
care services under such an approach.

An alternative to a defined contribution plan
would be to shift some risk to beneficiaries while in-
troducing mechanisms that would encourage more
price competition among plans and providers. A
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premium-support mechanism, like the one developed
by members of the Bipartisan Commission on the Fu-
ture of Medicare, is one example. Important elements
of such a plan for Medicare would include:

o0 Multiple plans in each geographic area, each of-
fering at least the basic Medicare benefit pack-
age. All plans would compete for enroliment on
the basis of price, quality, and (perhaps) benefits
beyond the basic package.

0 A contribution by Medicare to each enrollee's
plan premium. The contribution could be set at
or somewhat below the premium for the lowest-
cost plan in each geographic area, or at some
average of the premiums of the low-cost plans.

Under this approach, beneficiaries would be able
to enroll in at least one plan for which they would pay
no more than a modest premium. Because beneficia-
ries would pay the full additional premium of a more
expensive plan, they would have a financial incentive
to seek out low-cost plans. Competition among plans
for enrolliment would help induce plans to provide ade-
guate service at the lowest cost possible. If Medi-
care’s current fee-for-service plan was to continue, it
would have to compete for enrollment on the same
basis as private plans; otherwise, enrollees’ incentive
to seek out low-cost plans would be diluted.

How effective the premium-support approach
would be in reducing growth in Medicare costs over
the long term is uncertain. For one thing, the ap-
proach could not be implemented in areas where the
Medicare population was too small to support multiple
plans. In such areas, the traditional fee-for-service
plan might have to be retained, and reforms to make
that plan more efficient would also be important.
Even in areas populous enough to support competing
plans, extensive regulatory oversight would probably
be necessary to ensure that plans were competing
fairly, that enrollees were well informed, and that ac-
cess and quality of care were maintained. Finally, itis
unclear whether managed competition causes only a
one-time reduction in cost for each enrollee who
moves from fee-for-service care to a more efficient
managed care plan or whether it can also slow cost
growth once all beneficiaries who will switch